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Compensation for Loss of Business Goodwill in Eminent Domain:
Comments on Tentative Recommendation

BACKGROUND

The Commission in February 1999 approved a tentative recommendation to

clarify selected issues involved with compensation for loss of goodwill in

eminent domain. The recommendation would:

(1) Make clear that the exchange of valuation data is to include compensation

for loss of goodwill.

(2) Require an expert to identify the method of valuation and summarize the

supporting data.

(3) Make clear that the claimed compensation for loss of goodwill is to be

included in the final offer and demand of the parties.

The recommendation also solicits input on proper accounting techniques

involving loss of business goodwill.

The Commission received one letter commenting on the tentative

recommendation, from the Business Valuation Section of the Litigation Services

Section of the California Society of Certified Public Accounts. Exhibit pp. 1-5. The

letter responds to the solicitation for input on proper accounting techniques

involving loss of business goodwill.

CAPITALIZED EARNINGS AS DISTINCT VALUATION TECHNIQUE

In the course of developing the tentative recommendation, the staff’s research

revealed that there is no fixed method for valuing goodwill. The cases have

indicated that all of the following techniques, among others, may be used:

• Capitalized value of net income or profits of business, or some similar

method of calculating present value of anticipated profits. People ex rel. Dept. of

Transportation v. Leslie, 55 Cal. App. 4th 918, 64 Cal. Rptr. 2d 252 (1997).

• Market analysis. Community Development Comm’n v. Asaro, 212 Cal. App. 3d

1297, 261 Cal. Rptr. 231 (1989).
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• “Excess income” method. People ex rel. Dept. of Transportation v. Muller, 36

Cal. 3d 263, 203 Cal. Rptr. 772 (1984).

We received a letter from an attorney arguing that capitalized value is not a

separate method at all, but simply a variant form of the excess earnings method;

it requires that a normal return on the tangible assets of a business must be

deducted before income due to intangibles is capitalized. “The vice of Leslie’s

dictum is to suggest that lost business profits can be recovered in an eminent

domain proceeding under the guise of ‘lost goodwill.’ Historically, lost business

profits are not compensable in an eminent domain proceeding.” Letter from

James R. Parker, Jr. (First Supp. Memo. 98-85, p.2).

The Commission solicited further comment on this point.

The Business Valuation Section asserts that capitalized value of net income or

cash flow is indeed a distinct method. It can be used to determine the value of

goodwill by subtracting the adjusted value of the tangible assets from total entity

value. As a practical matter, the earnings approach requires fewer subjective

assumptions and permits the appraiser to establish value on more empirical,

quantifiable data. “In conclusion, we believe the capitalized earnings approach is

a method distinct from excess earnings and in some respects is preferable in

theory and practice given sufficient reliable data.” Exhibit p. 3.

The staff sees merit in both sides of this colloquy. Clearly, normal valuation

techniques should be authorized. But in the eminent domain context, where

property is being taken but the business itself is not ordinarily being acquired,

the normal valuation techniques may require modification. The staff would

reinstate a general reference to the capitalization approach, but would

emphasize the statutory limitations on compensation for loss of goodwill —

the loss is compensable only to the extent it is caused by the taking, it cannot

reasonably be prevented by relocation or other steps to preserve the business

goodwill, and it is not duplicated in other compensation awarded in the

proceeding. Code Civ. Proc. § 1263.510.

GOODWILL AS AN ASSET FOR PURPOSES OF CALCULATING RETURN ON ASSETS

The tentative recommendation also solicited comment on whether, under

accounting practice, goodwill is considered to be an asset for purposes of

calculating the return on the assets of a business.
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The Business Valuation Section notes that when a business is acquired,

goodwill is shown as an asset on the balance sheet, representing the difference in

value between the price paid for the business and the valuation given other

assets. The book value of goodwill may fluctuate thereafter, based on the

fortunes of the business. Thus the historical goodwill account on a balance sheet

will only receive analytical consideration as a determinant of return on invested

capital.

The staff does not think any adjustment in the Commission’s proposal is

required in light of this information. The recommendation does not suggest any

improper valuation techniques involving use of goodwill as an asset.

VALUATION METHODS EMPLOYED IN EMINENT DOMAIN PROCEEDINGS

The Business Valuation Section notes that through the years the business

appraisal profession has developed various valuation methods falling into three

general categories — asset, income, and market approaches. The approach or

approaches used may vary with the circumstances of the particular business

type, location, management, and capital structure. The determination of the

appropriate method is based on the professional judgment of the appraiser as to

how to most accurately reflect the value of the specific business.

The Business Valuation Section recommends that specific language be added

to the law giving the business appraiser discretion to select the methods of

appraisal to be used on a particular eminent domain engagement. “Such

discretion will ensure that the best methodologies will produce the best estimate

of value in such appraisal assignments. We believe that a number of

methodologies from each of the three general approaches to valuation can be

used to measure the compensable goodwill in an eminent domain proceeding.”

Exhibit p. 4.

The staff believes that the discretion of the appraiser is recognized in cases

that note a variety of appraisal techniques for determining loss of goodwill. It is

also inherent in the Commission’s present recommendation that the exchange of

valuation data should include the method used to determine the loss of goodwill

and a summary of the data supporting the opinion.

A statute revision along the lines suggested by the Business Valuation

Section could take the following form:
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Code Civ. Proc. § 1263.510 (amended). Compensation for loss of
goodwill

1263.510. (a) The owner of a business conducted on the property
taken, or on the remainder if such property is part of a larger
parcel, shall be compensated for loss of goodwill if the owner
proves all of the following:

(1) The loss is caused by the taking of the property or the injury
to the remainder.

(2) The loss cannot reasonably be prevented by a relocation of
the business or by taking steps and adopting procedures that a
reasonably prudent person would take and adopt in preserving the
goodwill.

(3) Compensation for the loss will not be included in payments
under Section 7262 of the Government Code.

(4) Compensation for the loss will not be duplicated in the
compensation otherwise awarded to the owner.

(b) Within the meaning of this article, "goodwill" consists of the
benefits that accrue to a business as a result of its location,
reputation for dependability, skill or quality, and any other
circumstances resulting in probable retention of old or acquisition
of new patronage.

(c) Loss of goodwill shall be determined by the method or
methods of valuation most appropriate in the circumstances of the
particular case.

Comment. Subdivision (c) codifies the discretion of the
appraiser expressed in the cases to use the most appropriate
method for determining loss of goodwill in the circumstances of the
particular type of business and type of acquisition. See, e.g., People
ex rel. Dept. of Transportation v. Muller, 36 Cal. 3d 263, 203 Cal. Rptr.
772 (1984) (“excess income” method); Community Development
Comm’n v. Asaro, 212 Cal. App. 3d 1297, 261 Cal. Rptr. 231 (1989)
(market analysis); People ex rel. Dept. of Transportation v. Leslie, 55
Cal. App. 4th 918, 64 Cal. Rptr. 2d 252 (1997) (capitalized earnings).

It should be noted that, regardless of the method of valuation
used, loss of goodwill loss is compensable only to the extent it is
caused by the taking, cannot reasonably be prevented by relocation
or other steps to preserve the business goodwill, and is not
duplicated in other compensation awarded in the proceeding. See
subdivision (a).

The method used by a valuation expert to determine the loss of
goodwill and a summary of the data supporting the expert’s
opinion must be included in the valuation data exchanged
pursuant to Section 1258.260(a)(9).
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CONCLUSION

With the revisions suggested above, the staff believes the recommendation is

ready for finalization by the Commission.

Respectfully submitted,

Nathaniel Sterling
Executive Secretary

– 5 –






























